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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COHEN, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone taxes, an addition to tax, and a

penalty as foll ows:
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Addition to Tax Penal ty
Year Defi ci ency Sec. 6651(a) (1) Sec. 6662(a)

1996  $725, 255 $171, 058 $145, 051
1997 4, 494 .- —

After a concession by petitioners, the issues for decision
are: (1) Wether any anount of the $2,000,000 that petitioner
received froma settlenent in 1996 is excludable from gross
i ncone under section 104(a)(2); (2) whether petitioners are
liable for an addition to tax under section 6651(a)(1); and
(3) whether petitioners are |liable for an accuracy-rel ated
penal ty under section 6662(a). The parties agree that the
deficiency for 1997 depends on our resolution of the section
104(a)(2) issue for 1996.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts are incorporated in our findings by this reference.

Petitioners resided in Texas during the years in issue;
petitioners resided in Mssouri at the tinme they filed their
petition in this case.

Empire Gas Corp.

Paul S. Lindsey, Jr. (petitioner), has been involved in the

propane industry since February 1964. |In August 1967, petitioner
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began working for Enpire Gas Corp. (EGC), a corporation engaged
in the liquefied petrol eum busi ness.
In June 1994, petitioner and his wife, Kristen L. Lindsey
(Li ndsey), acquired a controlling interest in EGC. On or about
June 30, 1994, petitioner becane chief executive officer and
chai rman of the board of ECGC

EGC s Agreement Wth Northwestern Growth Co.

In late summer of 1994, petitioner was introduced by Mrgan
Stanl ey, the investnent banking house used by EGC, to
representatives from Northwest Public Service Co. (NPSC), a
utility conpany. 1In 1995, EGC entered into an agreenent with
Nort hwestern G owh Co. (NGC), a subsidiary of NPSC, to acquire
Synergy, a propane conpany. In furtherance of their agreenent,
EGC and NGC fornmed SYN, Inc. (SYN), which was to acquire Synergy.
Once Synergy was acquired, EGC was to supply the nanagenent team
to operate it, and NGC was to supply the necessary financi al
resources. EGC al so was to nanage any ot her propane conpanies
acquired by NGC through SYN. In exchange for its managenent
services, EGC was to receive a 30-percent ownership interest in
SYN. SYN acquired Synergy in August 1995.

NGC wanted SYN to grow, with the ultinmte goal of entering
the public financial market through the sale of interests in a
master limted partnership (MP). To that end, petitioner used

his contacts in the propane industry to pursue the acquisition of
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ot her propane conpanies for the benefit of SYN EGC dealt
primarily with smaller conpanies and introduced | arger nulti
state conpanies to representatives of NGC. In late 1995 or early
1996, petitioner introduced NGC to representatives of Coast Gas,
a propane retailer.

Di sput e Bet ween EGC and NGC

In late spring or early sumrer of 1996, representatives of
NGC net with petitioner to discuss the possibility of term nating
NGC and SYN s relationship with EGC. Shortly thereafter,
petitioner |earned that NGC was going to acquire not only Coast
Gas, but also Enpire Energy, a conpany that was originally part
of EGC. Petitioner also |earned that NGC did not intend for EGC
to manage SYN in the future. Petitioner believed NGC s actions
vi ol ated the agreenent between EGC and NGC with respect to the
managenent of SYN.

On Septenber 20, 1996, EGC sought and obtained a tenporary
restraining order to halt NGC s acquisition of Enpire Energy. On
Sept enber 22, 1996, petitioner and Valerie Schall (Schall), an
executive vice president of EGC, nmet with D ck Hylland (Hylland)
and Dan Newel|l (Newell), representatives of NGC, in an attenpt to
resolve all i1issues and potential clains that arose or m ght have
arisen fromthe di spute between EGC and NGC over the operation of
SYN (the dispute). During that neeting, Schall raised a claim

for conpensation due petitioner as a result of the dispute.
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Nei t her Schall nor petitioner infornmed Hylland or Newell that
petitioner was suffering froma physical injury or physical
sickness as a result of the dispute. By the end of the neeting,
t hose present had negotiated a docunent titled “lssues to be
Resol ved in Final Agreenent”, which stated, in part:

Upon effective closing of the contenpl ated Coast,

Enpi re Energy, and SYN MLP transactions, NGC in
resolution of all arrangenents anong NGC, SYN, and
Enpire Gas Corporation [EGC] would provide a cash
paynent of $20.0 million to Enpire Gas and/or Paul S.
Li ndsey [petitioner]. |In the event that Coast and
Enpire Energy acquisitions close and the MLP has not
been effected by June 30, 1997 the cash paynent in
resol ution of all arrangenents shall be $15.0 mllion.

The Term nati on Agr eenent

On Septenber 28, 1996, the dispute was resol ved by the
execution of a termnation agreenent. The term nation agreenent
provided, in part:

(e) NGC and Paul S. Lindsey, Jr. [petitioner]
hereby agree that, in exchange for the witten general
rel ease fromM. Lindsey * * * $2, 000,000 of the
Paynment Anount shall be allocated to M. Lindsey, as
the controlling sharehol der of EGC, in settlenent of
his clainms for tortious interference wwth contracts,
for personal injury including injury to M. Lindsey’'s
personal and professional reputation and enoti onal
di stress, humliation and enbarrassnment resulting from
term nation of the Synergy Acquisition docunents, and
M. Lindsey shall provide consulting services to NGC as
the parties may agree * * *

Petitioner or EGC proposed the split between petitioner and EGC

of the $20 mllion settlenent that was initially agreed upon on
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Septenber 22, 1996. The term nation agreenent was signed by
petitioner on behalf of hinself and EGC

From Sept enber 22, 1996, through the tinme of the execution
of the term nation agreenent, neither petitioner nor any
representative of petitioner or EGC provided a representative of
NGC or SYNwith (1) substantiation of any nedi cal expenses
incurred by petitioner, (2) information as to any treatnents or
medi cations prescribed for petitioner, or (3) an exact dollar
figure that woul d conpensate petitioner for any personal injuries
petitioner clainms to have suffered as a direct result of the
di sput e.

Recei pt of Settlenent Proceeds; Federal Tax Return

On or about Decenber 17, 1996, petitioner received a check
fromNGC in the anbunt of $2 million pursuant to the term nation
agreenent. NGC did not issue a Form 1099 to petitioner with
respect to that paynent.

Petitioners requested an automatic 4-nonth extension to file
their 1996 tax return. On January 15, 1998, petitioners filed
their 1996 tax return, on which they reported a tax liability of
zero. Petitioners did not report the $2 mllion settl enent

pr oceeds.



OPI NI ON

Applicable Statute

Section 61(a) includes in gross incone “all income from
what ever source derived” unless otherw se provided. Section
104(a)(2) provides otherwise. Before it was anended by the Snall
Busi ness Job Protection Act of 1996 (SBJPA), Pub. L. 104-188,
sec. 1605, 110 Stat. 1838, section 104(a)(2) excluded from gross
i ncone anounts received on account of personal injuries or
sickness. Wile the reference to personal injuries or sickness
did not include damages received pursuant to the settlenent of
purely economc rights, it did include “nonphysical injuries to
the individual, such as those affecting enotions, reputation, or

character”. United States v. Burke, 504 U S. 229, 236 n.6

(1992); see Robinson v. Comm ssioner, 102 T.C 116, 126 (1994),

affd. in part and revd. in part on another issue 70 F.3d 34 (5th

Cr. 1995); see also Fono v. Conm ssioner, 79 T.C. 680, 692

(1982), affd. wi thout published opinion 749 F.2d 37 (9th Cr
1984) .

On August 20, 1996, the SBJPA anmended section 104(a)(2) to
exclude fromgross incone “the anpbunt of any danages (other than
puni tive damages) received (whether by suit or agreenent and
whet her as |l unp suns or as periodic paynents) on account of
personal physical injuries or physical sickness”. SBJPA sec.

1605(a), 110 Stat. 1838. The flush | anguage of 104(a) explains
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that “enotional distress shall not be treated as a physi cal
injury or physical sickness.” Only reinbursenents for actual
medi cal care for such injuries are now excludable. The

| egi slative history of this anendnent clarifies that “the term
enotional distress includes synptons (e.g., insomia, headaches,
stomach di sorders) which nmay result from such enotiona
distress.” H Conf. Rept. 104-737, at 301 n.56 (1996), 1996-3
C.B. 741, 1041 n.56. Section 1605(d) of the SBJPA, 110 Stat.
1839, provides that (wth an inapplicable exception) “the
anmendnents nmade by this section shall apply to anounts received
after the date of the enactnent of this Act, in taxable years
endi ng after such date.” The SBJPA was enacted on August 20,
1996. [d. at 1755.

Petitioners contend that the “clear | anguage” of section
1605(d) of the SBJPA dictates that the SBIJPA anendnents to
section 104(a)(2) are not effective until 1997 because 1997 is
“the tax year ending after the effective date of the enactnent of
the SBJPA’. Petitioners argue that, if Congress had intended for
t he amendnents to becone effective in the mddle of a year, then
it could have unanbi guously stated so. Petitioners m sinterpret
this statutory | anguage.

Petitioners’ 1996 taxabl e year ended Decenber 31, 1996,
which is after the date of the enactnment of the SBIPA

Petitioner received the settlenent proceeds on Decenber 17, 1996,
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which is also after the date of enactnent of the SBJPA but before
the end of the 1996 taxable year. Thus, applying the plain
| anguage of the statute, petitioner’s receipt of the settlenment
proceeds was in a taxable year ending after the effective date of
t he amendnent. See, e.g., Filson, The Legislative Drafter’s Desk
Ref erence (1992), illustration in sec. 26.4, Event-rel ated
effective dates. Accordingly, we apply section 104(a)(2), as
anended by the SBJPA

Application

In interpreting section 104(a)(2), the Suprene Court has
hel d that anmounts are excludable from gross income only when
(1) the underlying cause of action giving rise to the recovery is
based on tort or tort-type rights and (2) the danmages were
recei ved on account of personal injuries or sickness.

Commi ssioner v. Schleier, 515 U S. 323, 336-337 (1995); sec.

1.104-1(c), Inconme Tax Regs. This test has been extended to
apply to the SBJPA anmendnents to section 104(a)(2). See Shaltz

v. Conm ssioner, T.C. Menob. 2003-173; Henderson v. Conmi Ssioner,

T.C. Meno. 2003-168. Accordingly, the second prong of the test
requires proof that the damages were received on account of
personal physical injuries or physical sickness.

| f danages are received pursuant to a settlenent agreenent,
the nature of the claimthat was the actual basis for settlenment,

rather than the validity of the claim determ nes whether the
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damages were received on account of tortlike personal injuries.

See Robi nson v. Commi ssioner, supra at 126. The determ nati on of

the nature of the claimis factual and is made by reference to
the settlenent agreenent in |light of the surrounding
circunstances. 1d. A key question to ask is: “‘In lieu of what

were the damages awarded? ” 1d. (quoting Raytheon Prod. Corp. v.

Conm ssi oner, 144 F.2d 110, 113 (1st Cr. 1944), affg. 1 T.C 952

(1943)). An inportant factor in determning the validity of the
agreenent is the intent of the payor. 1d. at 127.

Petitioners contend that section 7491, which was added to
the Code by the Internal Revenue Service Restructuring and Reform
Act of 1998, Pub. L. 105-206, sec. 3001, 112 Stat. 726, shifts to
respondent the burden of proof of the nature of the claim
Respondent, however, argues that petitioners have not satisfied
the statutory requirenments under section 7491 because petitioners
nei ther cooperated wth reasonable requests for information nor
presented credi bl e evidence. See sec. 7491(a)(1) and (2)(B). In
this case, we need not decide whether petitioners have conplied
with the requirenents of section 7491 because the resolution of
this issue does not depend on which party has the burden of
proof. W resolve this issue on the preponderance of the
evi dence in the record.

Under the terns of the term nation agreenent, petitioner was

awarded $2 mllion “in settlement of his clains for tortious
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interference with contracts, for personal injury including injury
to [petitioner’s] personal and professional reputation and
enotional distress, [and] hum liation and enbarrassnent”.
Petitioners argue that, because the term nation agreenent
specifically sets forth the clains that forned the basis for
settlenment, we need not |look to the intent of the payor.

Assum ng, arguendo, that the clains stated in the
term nation agreenent accurately reflect the basis for
settlenment, any anmount received on such basis is neverthel ess
i ncludabl e in gross income because it was not received on account
of personal physical injury or physical sickness within the
meani ng of section 104(a)(2). As expl ai ned above, Congress
explicitly excluded fromthe definition of physical injuries or
physi cal sickness enotional distress and related injuries. Sec.
104(a); see H Conf. Rept. 104-737, at 301 n.56, supra, 1996-3
C.B. at 1041 n.56. Injury to reputation, humliation, and
enbarrassnment are akin to enotional distress. See Shaltz v.

Conmi ssioner, T.C. Menp. 2003-173. Mor eover, tortious

interference with contracts is an econom c injury, not a physical
injury, and so damages received on account thereof are not

excl udabl e under section 104(a)(2). See Robinson v.

Conmi ssi oner, 102 T.C 126.

Petitioners neverthel ess argue that petitioner suffered a

physical injury. In support thereof, petitioners presented the
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testinmony of WIlliam Taylor (Taylor), petitioner’s treating
physi ci an. Even he, however, acknow edged that petitioner’s
synptons were the result of the “usual stress related to the
buyout of a |arge gas conpany”. Taylor testified as foll ows:

Q And tell us generally please, if you woul d,
based on your notes, your findings of that physical

[ exam nation] in June of 1995.

A * * * And ny overall assessnent at that tine
was that he had an unremar kabl e exam

* * * * * * *

r  And would you tell us, please, what were your
findi ngs and concl usi ons based on that examin June of
19967

A: Ckay. At that time, his only conplaint was
havi ng usual stress related to the buyout of a |large
gas conpany. He noted |ow energy.

He was conpl ai ning of |oud snoring, easy
fatigability during the day. GOccasional indigestion.
* x * Again, difficulty sleeping, sone stress.

Q Did your assessnent show that he had
hypert ensi on?

A Yes.

Al t hough petitioners had introduced into evidence the nature
of petitioner’s alleged physical injury at this point in the
testinmony, petitioners’ counsel continued by asking Tayl or what
consequences m ght occur if hypertension goes untreated. Tayl or
testified that hypertension can |ead to strokes, heart attacks,
and ki dney di sease. \Wat petitioner mght have suffered had his

hypertensi on gone untreated, however, is not any injury for which
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he made claimor for which he was conpensated by NGC. Wat
petitioner did suffer—fatigability, occasional indigestion, and
difficulty sleeping—are the types of injuries or sicknesses that
Congress intended to be enconpassed within the definition of
enotional distress. See H Conf. Rept. 104-737, at 301 n. 56,
supra, 1996-3 C.B. at 1041 n.56. Consequently, anounts received
on the basis of such injuries are not excludable from gross
i ncone under section 104(a)(2) even if the underlying cause of
action sounds in tort.

Even if petitioner had suffered a personal physical injury
within the nmeani ng of section 104(a)(2), such injury could not
have been the basis for settlenent because, as the parties
stipulated, petitioner did not communi cate any physical injury to
representatives of NGC during the settl enent negotiations.
Clearly he did not make a claimfor nedical expenses that had
been incurred as a result of his injury. Petitioners
nevert hel ess argue that, even though petitioner’s injury
(presumably the hypertension) was not disclosed to NGC during the
settlenment negotiations, “this in no way | essens its existence or
the extent of such injury.” Respondent does not dispute the
synpt ons described by petitioner. The key, however, is not
sinply whether petitioner suffered an injury, but whether that
injury was the basis for any portion of the settlenment. In this

case, NGC was unaware that petitioner was suffering from any
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physical injury, and so neither petitioner’s physical injury nor
medi cal expense coul d have been the basis for settlenent.

On this record, we conclude that petitioner did not receive
the settl ement proceeds on account of personal physical injuries
or physical sickness within the neaning of section 104(a)(2), as
anended by the SBJPA. W therefore hold that the entire
settlenment anount is includable in petitioners’ gross incone.

Addition to Tax and Penalty

Respondent determ ned an addition to tax for failure to file
timely under section 6651(a)(1l) and an accuracy-rel ated penalty
for substantial understatenent or negligence or disregard of the
rul es or regul ati ons under section 6662(a). Respondent has the
burden of production under section 7491(c) for the addition to
tax and the penalty and nmust conme forward with sufficient
evi dence showi ng that they are appropriate. See Hi gbee v.

Conmm ssioner, 116 T.C 438, 446-447 (2001).

Respondent determ ned the addition to tax for late filing
because, al though petitioners received a 4-nonth extension to
file their 1996 tax return, petitioners did not file until
January 15, 1998. The due date with the extension was August 15,
1997. Respondent has net his burden under section 7491(c) by
establishing petitioners’ late filing.

To avoid the addition to tax for filing a late return,

petitioners have the burden of proving that the failure to file
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did not result fromw llful neglect and that the failure was due

to reasonabl e cause. See United Stated v. Bovyle, 469 U S. 241,

245 (1985). To prove reasonabl e cause, a taxpayer nust show that
he or she exercised ordinary business care and prudence but
nevertheless could not file the return when it was due. See

Crocker v. Conmm ssioner, 92 T.C 899, 913 (1989); sec. 301.6651-

1(c)(1), Proced. & Adm n. Regs.

Petitioners have presented neither evidence nor argunent as
to why they did not file their 1996 tax return tinely. Instead,
petitioners argue that, because the settlenent proceeds are
excl udable fromgross incone, the related addition to tax under
section 6651(a) nust not be all owed.

As we concl uded, supra, petitioners nust include the entire
settlenment anount in gross income. Because petitioners have not
shown that their failure to file tinely was due to reasonabl e
cause, respondent’s determ nation with respect to the addition to
tax under section 6651(a)(1l) is sustained.

Under section 6662(a), a taxpayer may be liable for a
penalty of 20 percent on the portion of an underpaynent of tax
attributable to a substantial understatenment of tax or due to
negl i gence or disregard of the rules or regulations. Sec.
6662(b). Wether the penalty is applied because of a substanti al
understatenent of tax or negligence or disregard of the rules or

regul ations, the accuracy-related penalty is not inposed with
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respect to any portion of the understatenent as to which the
t axpayer acted with reasonable cause and in good faith. Sec.

6664(c)(1); Hi gbee v. Comm ssioner, supra at 448-449. The

deci sion as to whether the taxpayer acted with reasonabl e cause
and good faith depends upon all the pertinent facts and
circunstances. Sec. 1.6664-4(b)(1), Incone Tax Regs.

The term “understatenent” is defined as the excess of the
anount of tax required to be shown on the return for the taxable
year over the anount of tax shown on the return for the taxable
year. Sec. 6662(d)(2)(A). A substantial understatenent exists
if the understatenment exceeds the greater of (1) 10 percent of
the tax required to be shown on the return or (2) $5,000. The
$2 mllion that petitioners failed to report accounts for al
(using a stacking basis) or alnost all (using a proportional
basi s) of the deficiency, which exceeds the greater of 10 percent
of the tax required to be shown on petitioners’ tax return or
$5,000. Accordingly, respondent’s burden of production under
section 7491(c) is satisfied.

Petitioners contend that they are not liable for the penalty
under section 6662(a) because “the effective date of the SBIPA
was unclear, at best”. Petitioners argue that “it is
i nconcei vabl e that an individual self-preparing an incone tax
return woul d have know edge of a purported change to the tax code

whi ch occurred in the mddle of the tax year.” Petitioners,
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however, have not shown what, if anything, they did to discern
the authority on which they relied to justify the exclusion of
the settlenment proceeds fromgross inconme or to determ ne the
correct effective date of the amendnents to section 104(a)(2).
They have not identified any tax professionals that they
consulted or on whomthey relied. Because petitioners have not
shown reasonabl e cause or good faith for their failure to include
the settlenent proceeds in gross incone, the penalty determ ned
by respondent is sustained.

To reflect the foregoing and the concession of petitioners,

Deci sion will be entered

for respondent.




